
• w...de evo fin.l adjusc..ne. eo eh. comparaeiv. analy.!. due to economic

faeeor.. In p.reieul.r. va:

mad. an adjusc.ene for diff.r.nc•• b.ev••n p.r unie labor co,e. for

TELCO and for oeh.r .mploy.r" and

mad. an adju.em.nt for differenc•• in ehe p.rcenease of total oueput

repre,ented by labor co.e. for TELCO and for oeh.r .mployers.

Puecins tos.char all of ch... factor., v. find that ch. 1IIpact of SFAS 106 on ehe

co.t, of eh. av.rase •.ploy.r in eh••cono., (includlna -.ploy.r. eh.t do noe

offer po.e-r.eire..nt h.aleh ben.fie. and/or ar. not aff.ct.d by FAsa'. rule.)

i. only 28.3' of eh. corr••pondin. ~.ct on TELCO. In .ddition, the Actuarial

An.ly.i. finds eh.t SFAS 106 dir.ctly incr..... l.bor co.t. by 3' for the .v.r.s.

employ.r off.rinl po.t-r.tir...nt h••lth b.n.fit. cov.r.d by SFAS 106. Thi. 3'

figure i. an important input to the Macro.conomic Analy.i•.

Macro.conoa!c Anlly.i.

Th. purpo•• of the Macro.cono.ic Analy.is 11 to det.rain. the .xunt to which the

additional co.t. r ••ultiftJ fro. SFAS 106 vould b. p....d through to an incr••••

in GNP·PI. The Macro.conomic Analy.i, utilize. a macro.conomic model d.v.lop.d

for Godvins by Prof•••or Andr.v Ab.l of the Wharton School of the Univ.r'ity of

Pennsylvania to .ddr••• thi. que.tion. Th. Macro.cono.ic Analy,i, finds that

only 2.3' of dir.ct SFAS 106 COlt. of the .v.r.s••mploy.r in the .cono., are

p••••d throuJh to the GRP-Pl. In .ddition, as • r ••ult of SFAS 106 the .v.r.l.

was. rau in ch••co~ would b. 0" 93' lov.r ehan it vould have b••n in eh.

ab••nc. of SFAS 106.

Eff.ct. of SFAS 106 oD TELCQ'. Cp.t.

A. not.d, the ultiaat. purpo•• of ch. 'eudy i. to d.t.rain. the .xt.nt to which

GNP-PI ren.cta the additional co.U incurred by ch. av.r••• Pric. C.p LEe

(i .•. TELCO) a. a r ••ult of SFAS 106. Th. table .hown on p.S. 2 .~riz•• our

findinl', It•• (A) .ua.arlz•• the Aceuari.l Analy.l. whlch finds that co.t. of
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tile avera.. cOllPaIlY in the econ., 1ncr.... by only 21.3' .. -.ach a. TELCO'.

co.e. incr.... .. a re.ult of SFAS 106. lecaua. only 2.3' of the avera.e

increase in co.t. 18 p....d throup to the GlQI-PI (it.. (I». only 0.7'

(ite. (C). 2.3' z 21.3') of TELCO'. additional coat. re.ultina froa SFAS 106 ar.

reflected in GNP-PI. Tbua, it would appear that 99.3. of TELCO'. additional

cosu are left unr.covered. However. the Kacroeccmoaic AAalya18 fin" that the

national wa.e rat. would .ventually be 0.93\ lover th&n it would have be.n in the

ab.ence of SFAS 106. If TELCO were able to benefit froa a .tailar reduction in

it. wase rate, .uch a reduction ~uld recover an additional 14." of TELCO'.

direct SFAS 106 co.t. (ite. (D». Takina account of the 0.7. recovery due to

GNP-PI and the eventual 14." recovery due to the acSjuaCiellt of the wase race

leave. 84.S\ of TELCO'. direct SFAS 106 co.t. unrecovered (it.. (E».
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It. DEVELOPMENT AND stlMMAI.Y OF IlISULTS

Ve wi.h eo e.eabll.h vbae percenea.e of dbe evera.e Price Cap LlC'. SFAS 106

co.e. will be ref1eceed in dbe GNP-PI and hence vbae percenta.e will noe be .0
nflecUd.

Ve begin with an aceuarlal analyd. whlch proceeda In evo .ee,.. The fine .up

in ehe aceuarlal analy.l. 1. to COD8eruce a c~o.lee c~aay whlch accuraeely

nflecu the cbaracur1ldc. and benefit plazw of the neral. Prlce Cap LlC. The

..cond nep 11 eo deumine the w,ace of SrAS 106 OIl mil cOllpOl1te cOlipany

nlatlve to me 1IIpace of srAS 106 on omer .-ploy.r. In the GIP on the

a••umptlon that all addltlonal co.tI are p....d OIl c~let.ly lneo the GRP·PI.

Follovln. me actuarlal analy.l. 1. a .-croec~c analy.l. eo detera1ne the

exunt eo whlch the addltional co.tI rill, In fact, traulae. lnto hlp.r price.

and, therefore, affect the GNP-PI.

Con.;ryc;lpD pf Cplpo.l;e CpWRanx '-"'PP-)

Aceuarlal, benefit, ec~c and daIIoaraphlc deea vere coll.ct.d on el.ven Price

Cap LlC.. Data lDClwSed v.. for total Tel.pboDe Operatlona c0D811tent rim

&IIlount. included on the 1990 AlKIS 43·02 for each COlipay. Th••e data w.re then

comblned, tr.atlna .ach Prlc. Cap LIC .. if lt ver. a d1v1.10n of the larl.r

combIned co~any. The characterl.tlc. of ml. cOllpO.lt. cOllp&ay (-TELCO-) are

a. follow.:

Nuab.r of Active .-ploy•••

Nuab.r of "tir.d ..,loy.e.:

1990 Avera•• cOllpeD8atlOil per ellployee:

1990 Total ..~ (in al1l1oD8):

1990 Total Value Added (In ailli0D8):

Avera•• P.r C.pita C1.t.a Co.t:

Av.ra•• Ale of Active.:

Avera.e Service of Active.:

·6·

613,193

294.412

$31,533

$12,512.9

$61,331.4

$3,075

41.6

16.6
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IIp.ct of SlAS 106 on the AT.r.,. Pric. C.p LlC B.l'CiT. to it' IIp.ct on All

Eaploy.n in the GIl

There art 95.8 million private s.ctor employ••s and 18.6 million public s.ctor

employ••• in 'GNP', all of whom (and th.ir d.pend.nes) may incur medical charg.s

in retirem.nt. Public stctor employ.rs, how.v.r, will not record SFAS 106

expense ev.n wh.r. the .ntity spon.or. a po.t-r.tir...nt m.dical plan (public

sector employ.r. are not subject to FAS! rul.s).

Of the private s.ctor .sploy•••. 30.7 million ar••l1S1bl. to h.ve a proportion

of th.ir charg•• in r.tir.m.nt m.t by th.ir employ.r's m.dical plan (and which

plan is subj.ct to SFAS 106), the aceual proportion dep.nding on the d.t.il.d

provisions of th.ir .mploylr'. plan(.). It is this anticipae.d employ.r cost for

tho•••mploy... that i, r.fl.cud in SFAS 106 co.e.. 'nt. proportion of the

charg....t i. an .fflctiv.....ur. of the oVlr.ll l.vll of b.nlfit provided by

a giv.n plan. W. will r.flr to it al the Blnlfit Lavll Indicator ("BLI"). W.

must est.blish the aVlral' proportion of covlr.d employ••s' charg.s that will b.

m.t coll.ctiv.ly by thlir .mploylr•. thl GNP BLl.

S.p.r.t.ly w. will calculat. the av.ragl proportion of chargls m.t by the av.ras.

Pric. Cap LEC . thl TELCO BLI.

All oth.r factors blinS Iqual (which thlY ar. not), thl plrclntag' of TELCO',

SFAS 106 costs that would bl r.fl.ct.d in the GNP·PI would be represeneed by thl

follOWing ratio:

IU Ratio - GIl ILI
TELCO BLI

Blnlfit Lavll Indic.tor for thl
aylr'I' l'Ploylr in the GNP
B.n.fie LavIl Indicator for TELCO

Howevlr, this ratio r.quirl' a nuablr of .dju.tmenel:

• Adju.cmlne for difflr.ncl. in dlmosraphy which will afflct thl SFAS 106

impact of a livln prolr.. (Dlmolraphic Adju.cmlnt).
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•

•

Adjusc..nt for eha diffarins impact on SFAS 106 co.t. of currant retiree,

at TELCO comparad with other employers (Current aatirae Adjustment).

Adjustment for any differences in the extent to which TELCO 1. pre-fundins

its po.t-retiumant banefits compared to other employers (Pre-Funding

Adj us tIIent)

Adjustmant for employee. not covered by post-retire..nt ..adical prosraJU or

coverad by prosr.... for which SFAS 106 vill not apply (Non-Covered

Employee. Adjustment).

Adjustmant for difference. beewaen per unit labor co.t. for TELCO and for

other employers (Per Unit Labor Co.t Adju.tment).

AdjusQHnt for difference. 1n tha parcentase of total output repr..anted by

labor co.t. for TELCO and for othar employars (Labor Co.t Percentala

Adjustant) .

Utilizins the data. IIIthods. and a••~tio~ describad in Section III. ve have

determined the fol1ovins valua.:

(1) GNP BLI - .2568

(2) TELCO BU -.4390

(3) BLI Ratio - .25'1 + .4390 -~

(4) Oa..osraphic Adjustant - .5438

(5) Current aatiree Adjustant - .9287

(6) Pre-Fundins Adjustant - 1.313

(7) Non-Covered Employae. Adjustmant - .2684
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(8) P.r Unit Labor COlt Adjuscm.nt - .3062

(9) Labor COlt P.rc.ntag' Adjuscm.nt - 2.0832

(10) SFAS 106 Cost Incr••s. R.tio - !LI R.tio x (4) x (5) x (6) x (7) x

(8) x (9) - ~

The SFAS 106 co.t Incr•••• R.tio c.n b. int.rpr.t.d •• m••ning that, at mo.t,

only 28.3\ of the .dditional co.t inc~rr.d by TELCO due to SFAS 106 will find its

w.y into the GNP-PI b.c.~. the .v.r'I' .mploy.r in the GNP will .xp.ri.nc. only

28.3\ of the co.t incr•••• th.t will hit TELCO.

IIt'Dt to ybich IRRlct of 'lAS 106 on All IIploy.r. 1; gil IrlD.lat.. iDto ID

Incr.a.. 1n thl gil-PI

Th••ff.ct of SFAS 106 on the GNP-PI is c.lc~l.t.d ~ing • macro.conomic modal

th.t h•• cwo ••ctor.. In ••ctor 1 .mploy.r. do not off.r po.t-r.tir.ment h••ldh

b.n.fit., .nd in ••ctor 2 .mploy.r. do off.r po.t-r.tir...nt h••lth b.nefit•.

Th. m.cro.conomic modal tr••t. the introduction of SFAS 106 ••• dir.ct incr••••

in the co.t of l.bor f.cinl .mploy.r. in ••ctor 2. Th. b•••lin. c.lcul.tion.

~sing the modal calcul.t. the imp.ct of SFAS 106 on the GNP-PI ~inl the

following information:

(1) sector 2 .ccount. for 32\ of priv.t. s.ctor .mploya.nt;

(2) l.bor co.t••ccount for 64\ of tot.l co.t. in s.ctor 1 .nd in sector 2; and

(3) SFAS 106 dir.ctly incr••••• l.bor cost. by 3\ in s.ctor 2.

B.s.d on th.l. input•. nuaeric.l solution of the m.cro.conomic mod.l indic.t••

th.t SFAS 106 will incr•••• the private sector pric. ind.x by 0.0138\.

To put thi. r ••ult in p.r.p.ctiv. w. c.lculat•• b.ck-of-th.-.nv.lop•••t1mat.

of the .ff.ct of SFAS 106 on the private ••ctor pric. index a. follow.: a 3'

incr•••• in l.bor COlt. rail" tot.l COlt••nd pric•• in ••ctor 2 by 1.92' (64'
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sh.re of l.bor co.t. in tot.l co.t. x 3' incr•••• in l.bor co.t.) .nd thu& rai••s

the private ••ctor pric. ind.x by 0,614' (1.92' incr•••• in pric. in s.ctor 2 x

0.32 share of s.ctor 2 in private ••ctor GNP). Thus. if all dir.ct co.ts were

completely p••••d through in price•.•nd if th.re w.r. no ch.ng. in the aaount

of labor employed and output produced by e.ch employ.r. the priv.t. sector price

index would incr•••e by 0.614'. How.ver, t.king .ccount of the imp.ct of labor

costs on the d••and for labor, and the imp.ct of pric. ch.ng•• on the demand for

goods. the IUcro.cono.ic model finds that the priv.t. ..ctor price index

increases by only 0.0138'. We define the "p...throush co.fficient" as the

increase in the price ind.x according to the m.cro.conoaic .cdel divid.d by the

back-of-the-env.lop. price incr..... In the b•••lin. c.lculation, the

passthrough co.ffici.nt is 0.0225 (0,0138' + 0.614'). Th. p••• through

co.ffici.nt c.n b. thought of •• the p.rc.nt.s. of national SFAS 106 co.t. that

will actu.lly b. r.fl.ct.d in the private ••ctor pric. index.

Th. GNP-PI cov.r. pric•• of gov.rnaent ••ctor production .. v.ll •• pric•• of

private sector production, with the gov.rnaent ••ctor .ccountina for 10.6' of GNP

and the priv.t•••ctor .ccounting for 89.4' of GNP. a.c.us. SFAS 106 do•• not

apply to the gov.rnment s.ctor, the gov.rna.nt co~on.nt of the GNP-PI will not

be affect.d by SFAS 106. Th.r.for. the incr•••• in the GNP-PI .qual. 89.4' of

the incre••• in the priv.t. s.ctor pric. index. Thi. f.ctor of 89.4' .ppli.s

both to the b.ck-of-th.-.nv.lop. price incr•••• and to the pric. incr••••

calculated by the IUcro.conollic model. Thus, the b.ck-of-th.-.nv.lop. incr••••

in the GNP-PI is 0.549' (0.894 x 0.614') .nd the incr•••• in the GNP-PI .ccording

to the aaacro.conollic Jlodel is 0.0124' (0.894 x 0.0138'). Th. p...through

coefficient is 0.0225 (0.0124' + 0.549') which is id.ntic.l to the p.s.through

coefficient for the priv.t. s.ctor price ind.x.

ResultiD' Iwpac; of SlAS 106 on TELCO a.la;iyt to 1;. P!lrlll Iwpac; op ;ht
GNP-PI

As noted .bov., the .v.r.g••8ploy.r in the GNP vill .xp.ri.nc. only 28.3' of the

co.t incr•••• th.t TELCO will .xp.ri.nc. due to SFAS 106. Furth.r.or., w. have

s••n th.t only 2.3' of the co.t incr•••••xp.ri.nc.d by .11 .~loy.r. 1n the GNP

will b. p••••d through to the GNP-PI. Froll the int.r.ction of th••• f.ctor. we
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are able to conclude that only 0.7' of TELCO's SFAS 106 costs will be reflected

in the GNP-PI and that 99.3\ of these additional costs will not be reflected in

this price index.

Additional Kacroecgnqaic Effect of SlAS 106

In addition to the r ••ult r.ported .bove our m.cro.conoaic aod.l indicates th.t,

in response to the imp.ct of SFAS 106, the w.le r.t. in the nation.l economy

will, over t1ae, reduce in r.l.tive teras by 0.93t (i .•. , rel.t1v. to wh.t it

would h.ve b.en in the .b••nce of SFAS 106). To the .xtent chat TELCO could .lso

b.nefit froa • rel.tive reduction in its w.Ce r.t. this would h.lp to offs.t its

incr.... in co.t. due to SFAS 106. If TELCO w.re .ble to .chiev. the full

reduction of 0.93t this would financ. 14." of its additional SFAS 106 cost•.

As not.d, this w.C. rat. r.duction r.fl.cts the ultiaate .ff.ct of SrAS 106 .nd

would not n.c••••rily fully occur in 1993 wh.n SFAS 106 b.co....ff.ctiv•.

Thus the collbin.d .ffect of the iap.ct of SFAS 106 on the GNP-PI and on the wale

rate would .till le.v. 84.8t of TELCO' ••dditional SFAS 106 costs unr.cov.red.
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III. DETAILED DESCRIPTION OF ANALYSIS.

Imp.ct of SlAS 106 on thl A.,r", Pric. C.p LlC I.l.ti.. to it. Imp.ct on All

Employer. in the GN'

This s.ction of our report i •• r.-it.ration of S.ction II but vith consid.r.bly

1I0re d.tail.

Con'kruction of Coppo.it. Company 'WTELCOW)

As not.d .arli.r, .l.v.n Pric. C.p LEC. submitt.d data for this study. Each firm

infot'1l.d us of itl numb.r of .ctiv. 'lIploy••••nd th.ir av.rag••g,. .nd av.rag.

s.rvic., .nd of the numb.r of itl retir... cov.r.d by IIIploy.r .ubsidiz.d K.dlcal

Plans. W. V'I" al.o provid.d d.t.il,d d••criptioftl of the K.dic.l Plana for

R.tir.d Employ••••nd of the r ••ult. of .ctuari.l .tudi•• of the imp.ct of SFAS

106 on exp.nsing for th••• Pl.ns.

Our data includ.d • di.tribution by quinqu.ni.l .g••nd ••rvic. c.ll. for 125,000

active .lIploy•••. and v. us.d the .h.p. of this di.tribution for the v.luatioftl

n••d.d for this r.port. Th. di.tribution w•••hift.d II r.quir.d, to fit the

known av.r'I' '1' and .v.ral' ••rvic. for .11 of the Pric. Cap LEC.. A c.nsus

was constructed froa the .djust.d distribution, which c.nsu. r.prts.nta the

typic.l Pric. C.p LEe

A S.n.fit Lav.l Indicator VII d.t.rmin.d for ••ch Plan. ~ not.d ••rli.r. this

Sen.fit Lav.l Indic.tor m•••ur•• the r.l.tiv. v.lu. of individual plan.. Th.

lI.thodololY for c.lculatinl the a.n.fit Level Indicator for • giv.n retir••

lIedic.l plan i. di.cus••d in d.t.il b.ginning on p.g. 12. Th. Indic.tor. V'I"

av.r'g.d .nd • Pl.n vith the .v.r'I' a.n.fit Level Indicator VII us.d for this

study. ~ .xp.ct.d, the .ctuari.l as'Ullptions us.d for the calcul.tion of the

imp.ct of SFAS 106 diff.red from .tudy to study ..
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The di.count rate wa. a single number for all but 1 of the 11 Price Cap LEC. (an

equivalent uniform rate wa. proffered for the on. exc.ption) and the discount

rate for the composite firm, TELCO, was taken a. the average of the individual

rates, weighted by number of active employees. Simple average. could not be used

for turnover assumptions or retirement decrem.nts becaus. such rates are one or

tvo dimensional arrays. Therefore TELCO turnover was deriv.d by doing valuations

of a standard Plan using each firm's turnover rat•• , the TELCO census, and a

standard r.tir.lI.nt al'. Th. turnover table for TELCO wa. taken from a

collection of standard turnover tabl.s used for P.nsion Valuations, and wa.

selected a. that table which when used with the TELCO c.naua, standard Plan and

standard retirement age gave the best agr.em.nt as to the SFAS 106 liabiliti••

as determin.d by the aggr.gation of individual firm" actuarial studies.

The composit. retirem.nt ale assumption for TELCO va. d.riv.d by ..tti~ a

pattern for .ach firm, which patt.rn .ave the .... av.ra•• r.tir....nt a•• for an

employ•• attaining a•• 55, irnorin. mortality, a••iv.n by the r.tir....nt al'

assumptions us.d for the actuarial .tudi... Th... patt.rns had on. fr.e

paramet.r (the l.vel rat. to be applied for a••• 55 to 61), and the c08Po.it.

pattern wa. that patt.rn with the avera•• value of the fr.e par...t.r. TELCO'.

trend rates w.r. deriv.d usinl an analy.i••imilar to that used for det.rIIinin.

TELCO's retir.ment rat.s. w. u••d an ultimate tr.nd rat••qual to the av.ra••

of ultimate tr.nds rat•• us.d in the actuarial studie.. We then d.t.rmined a

value for an initial tr.nd rat. for .ach Pric. Cap LEe .uch that a declinin.

patt.rn of trend rat•• b.ginning with that initial tr.nd rat. and gradinl down

to the av.rage ultimate tr.nd rate gave the s.... pr.s.nt value for a 30-year

stream of project.d clailll paym.nt. a. would be obtain.d by using the actual

trend rate. as.um.d in that Price Cap LEC's actuarial study. The composit. trend

assumption for TELCO wa. the pattern a.sociat.d with the av.rag. initial tr.nd

rate gradinl down to the pr.viously dee.rmined avera.e ultimate trend rate.
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Cilculition of GNP ILl Ind TELCO III

Ye define the I.nefit Level Indicltor (RILIR) to m.an the pereentlg. of totll

m.dicil clli.. incurr.d by In employ.r', r.tir••, that will b. r.imbur.ed by the

employer's ben.fit program. Thi. definition Ippli•• only to the plln for which

the employer's active employ••s may b.come eligible and the ILl. are ba••d only

on current l.v.ls of m.dicil costs and M.diclre r.imbur....nt. Y. consider only

current l.v.l. b.caus. the SFAS 106 r.quir.m.nt to value the R.ub.tlntive" plln

suggests that it is r.a.onabl. to a••uae that plan provi.ions (•. g., d.ductibl•• ,

out-oi-pock.t maxi~, .tc.) will g.nerilly b. proj.ct.d (.ith.r .xplicitly or

implicitly) to ,tlY consi.t.nt with accr.gate co.t levels. In g.n.ral, the

liability for current retire•• is already b.ing .xp.ns.d on a p.y· .. ·you·go ba.h

and i. a function of prior plan provi.ions. AI not.d ••rli.r, the t.pact of

current r.tiree. on SFAS 106 co.t. i. t.k.n ICCOunt of in the Curr.nt Retir.e

Adjustm.nt.

Thus. in ord.r to c.lcullt. the ILl of a giv.n .mploy.r'. po.t·r.tir••ent ..d1cal

pl.n on. n••da the pl.n provi.ions and an .nticipat.d fr.qu.ncy distribution of

medical charg•• brok.n down by eyp. of charc. and .iz. of charg•.

Th. calcul.tion it••lf i. v.ry d.t.il.d, but r.l.tiv.ly straight forward. For

each type and .iz. of .nnual cllia pre· and po.t-65 (•. g., ho.pital ch.rl.'

becw.en $5.000 .nd $6,000 incurr.d b.for. II. 65), the plan's provi.ions (i .•..

d.ductibl., coin.uranc., etc.) ar••ppli.d .nd I plan reimburse..nt amount i.

calculat.d, Illovinl for any int.lration with M.dicare benefits.

After all plan r.imbur....nt amount. ar. calculat.d, the fr.qu.ncy di.tribution

i. appli.d to calculat. an ov.r.ll av.r.c. r.imbur....nt ratio compar.d to total

m.dicil char•••. Thi. ratio i. th.n adjust.d for the l80unt of required retiree

contributicnw c.ned for by the plan. The re.ult 11 the n.t IU. lec.UI. of the

.ignific.nt diff.r.nc•• b.rw••n pl.n provi.ions that apply to retir••• pre· and

po.t-65 (M.dic.r. intelration, contribution l.val., .tc.), rwo ILl. ar.

c.lcullt.d, pr.· and po.t-6S. Th••• rwo ILl. ar. then waightad to g.n.rat. an

ov.rlll ILl for the amploy.r.
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As noted above, the calculation of an employer's BLI requires both a data bas.

of employer plan provisio~ and a detailed medical claims distribution. With

respect to plan provilio~, we have utilized a data ba.e of over 1,000 employers

which includes 830 employers Who sponsor post-retire..nt medical program.. For

each of these employers, we have detailed plan provi.io~ which include for pre­

and post-65 coverase for each type of lIedical charse (surgery, hospital.

physicians, druss, etc.):

•

•
•

•

•
•

•

Eligibiliey require.ents

Deductible

Coi~urance

OUt-of-pocket maxi~

Plan reiaburs.aent uxt.uu (annual and l1fee1lle)

Required contributions for employee and dependene covera.e

Type of Medicare Int••ration

The d&ta b..e includes only H.it.d inforaation on dental cov.rag. and no

information on post-retireaent life i~urance. Th. data ba•• it••lf 11 compris.d

1I0stly of larse employ.rs wieh ov.r 1.000 employ••• anel is distribuud throulhout

all six of the ..j~r industry caUlori.. outlined by eh. G.n.ral Accountina

Office in its r.cene suney of the pr.val.nce of po.t-r.tir...nt aecUcal

prog"AIU. In total. the data ba.e cov.rs approx1aat.ly 19 million of the

estir.uted 38 mUlion .mploye•• who work fa" .mploy.r. who .poDlor po.t-r.tire..nt

medical prosr.... A sua.ary of the d&ta base .pp.ars in AppendiX A.

With resp.ct to the diltribution of aedical claims, v. utiliz.d a distribution

based on the aceual 1990 exp.rience of 39.436 retiree. (pre- and po.t-65) covered

by employer sponsored pOlt-r.tire..nt aedical plans adalnl.e.r.d by on. lar.e

national insurance c08pany. The data includes deeaned bre.kdowns of clata

..ounts by .ize and type of cl.ta. It covers plans throupout the Uniud States

and. to our knowled.e, doe. not have .ny geo.rephic or inelustry bia•.

To derive GNP-BLI. Benefit Level Inelic.tor. were calculated for .ach employer in

the data b•••. then a compari.on va. made betwe.n our data ba•• of lar•••mploy.r

plan. and the eaployer. who make up the GNP. In a&k1na that compari.on, v.
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utiliZld information froll thl United Stat.s Genlr.l Accounting Office M.rch 1990

R.port on -Ext.nt of Co~.ni•• R.tirll HI.lth Covlr.gl·, including unpublish.d

supporting data obtainld dirlctly froll thl GAO .taff. In p.rticul.r, .v.r.g.

BLIs by indu.try (",Iilhtld by nwablr of .~loy... ) "'Ire d.tlmin.d froll our data

ba.. . Th••1 av.ragl BLI. "'Ir. th.n ",.ight.d by thl p.rclnt.g's of covered

employ••• ",orking in .ach major industry a. d.t.min.d by the GAO survey. Thl.e

",eight.d valul. "'Irl thIn aVlr.g.d to COli. up ",ith BLI. for the GNP for prl-65

and post-65 covlrag' .Iparat.ly. Thl pr.- and po.t-65 BLI. "'Ir. th.n ",eilh t • d ,

based on the .v.r.g. dlllOgraphic. and retir.lI.nt exp.ri.ncI of the national

workforc•. to produc. GNP-BLI.

TELCO in total spotUors 18 po.t-retirl..nt lI.dical progr... (1. •. onl or IIOre for

each of thl PricI C.p LEC.). Th..... BLI c.lcul.tion procl•• dl.cribld .bov.

",al utilizld to d.t.min. thl pr.- and post-65 Blnlfit LevIl Indic.tors for I.ch

of the 18 .~loYI' group.. The.. 18 ••ts of BLI. "'ere th.n collbined on an

employ•• ",eilhtld ba.i. to dlrivl prl- .nd po.t-6S BLI. for TELCO ••• wholl.

The pre- and po.t-65 BLI. ",ere thIn wellhtld .nd collbined on thl buis of

national aVlrag. dellOgr.phic••nd retir...nt patterru to proctucl TELCO BLI. Thl

nUII.rical deriv.tion of GNP BLI and TELCO BLI i. outlined below.

C.lculation of Benefit Ltv.l Indic.tor for Av.ral' EwplQy.r in GNP

1. Calcul.tl pr.- and po.t-65 BLI. by indu.try froll data b•••.

Indy, try Pn-65 ILl Po't-65 ILI

/,U.nln, & IfCluLICturln" .tc. .7232 .2340

Con.truction .7758 .0604

Tran.por'I'ion/Vtiliti., .7974 .2643

helll .4730 .0603

Flftance/In.urClce .6721 .1926

Con.u.er S.rvice. .5771 .1267
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2. Calculate ind~try weighted average 8Lls using ind~cry weigheings from GAO

s~udy. (5•• App.ndix A for indusery weightings from GAO scudy)

Indu.ery W.i,he.d Av.ra,. BLI Pre-65

Posc-65

.6898

.2008

3. Calculate GNP BLI ba••d on naeional demographic. (retiremane age - 63)

(S.. Appendix B for methodology for deteminacion of pre- and post·65

weighting.)

GNP BLI - .2568

Calcu1ahton of I'n.fih Ltv.l Indtcahor for TELCO

1. Calcul.te pre- and po.t-65 BLI. for each plan sponsor.d by TELCO:

Weighted Av.ra•• I.nefit Lev.l Indicator. for TELCO

Pre-65

Pon-65

.8295

.3885

2. Calculate TELCO BLI ba••d on national demographics:

TELCO BLI - 4390

Calculation 9f Ptaolr.pblc Ad1U1P"nt

Even if the Benefit Lev.l indicators of ehl GNP WIre Iqual to that of thl avera,e

Price Cap L!C (1... if GNP ILl were equal to TELCO ILI), thlY would not

nlce••arily ,.nerac. the .... anticipat.d rlcir.e claia co.t p.r active .arploy.e.

If TELCO larploy••••xhibit differenc turnover than other larployel. in the GNP,

a difflrent p.rcenta,e of TELCO'. earployee. will reach retirement. Thi. will

rlsule in a d1fferenc reciree clai. co.t per activI earploye.. ~ can be •••n

from App.ndix A, TELCO will in fact utilize lower race. of curnover than tho.e
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used by other ellployers in determining SFAS 106 COltS. aeeauu of chis an

adjustment of .7788 (Turnover rate adjusement) will need to b. applied to the BLI

racio.

Furchermore each $1 of TELCO ancicipated claim COlt will not translate into the

same amount of SFAS 106 cost as will each $1 of anticipated retiree claim cost

in che GNP. This will be due to ewo types of dellolraphic differences beeween

TELCO and the GNP, In particular'

o TELCO employee. are older and have lIore pa.t .ervice than tho.e in the GNP.

TELCO employee. tend to retire at earlier ase. than i. true throughout the

national econollY·

The extent of the.e difference. i. illustrated in Appendix A, and will live rile

to the following additional adjustllentl to the BLI ratio:

Adjustment due to a,. md pa.t service difference. - .8'28 (a,e/service

adjus tment)

Adjustment due to earlier reeirements amon, TELCO employee. - .8188 (retir..-nt

race adjustment)

The total de.ographic: adjusCHnt 11 derived al (turnover rate adjust:JMnt) x

(age/service adjustllent) x (retire..nt rate adjusCllent):

The specific ..thods and all~tionl utilized in the derivation of the above

adjust~ent are delcribed in AppendiX B. In developinl thil al well al all future

adjustments lIethodology wa. employed to enlure that no -double countinl- of

effects occurred.
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Calculation of Curr.nt R,tir•• Adjus;g,nt

Because a sirnificant portion of SFAS 106 costs will arise due to the

amortization of the liability for curr.nt r.tir... w. must allow for the

possibility that the r.lativ. SFAS 106 cost impact of th••• current retir••s will

be different for TELCO than for the GNP. In ord.r to addr... this. we calculated

and compar.d the averas. curr.nt r.tire. b.n.fit co.t p.r activ. employ.e for

TELCO and for the GNP (usin, for the GNP only the 30.7 million active employees

who g.nerate SFAS 106 costs)

For TELCO the av.ra,. claim cost p.r current r.tir•• is $3,075 while for the GNP

it is $1.802. Furth.rmor. the ratio of curr.nt r.tir••• to activ••mploy••• at

TELCO is .4802 compared with .1726 for the GNP. 'n\\d the ratio of current

r.tir•• co.t p.r activ••mploy•• of the GNP to that of TELCO i. (.1726 x 1802)

+ (.4802 x 3075) or .2106.

If the BLI ratio aft.r applyin, D'aP,raphic Adjustm.nt w•••lso .2106 th.n no

furth.r adjustm.nt would b. required. How.v.r. the BLI ratio after the

D.mographic Adju.tm.nt is .3181 (.5850 x .5438). Current retir... at TELCO

r.pr•••nt 21.09. of th. incr.a•• in co.t. due to SFAS 106 and activ. employ•••

repr.s.nt the oth.r 78.91'. Takins this into account, w. c.lcul.te:

CurrenC R.clr•• AdJu.ezaenc - 7891 + ( .. 2109 % ,2106 + .3181) - .9287.

Calculation of PI.-tunding Adjus;ptnt

Thu. far w. h.v. a••ua.d th.t the incr.... in labor co.t. due to SFAS 106 for

both the GNP and TELCO will .qual .xp.ns. calculat.d und.r SFAS 106 minus claia

co.t for curr.nt r.tir••• (i .•. curr.nt .p.y a. you 10. co.t). If, how.v.r.

eith.r TELCO or • .ploy.r. in the GNP h.v. b••n fundinl and/or accruinl .xp.ns.

for po.t-r.tir...nt m.dic.l b.n.fits in .xc••• of .p.y .s you go· cost, th.n an

.dju.tJllnt must b. mad.. In fact s.v.r.l of the Pric. C.p LECs h.ve accumul.t.d

and .r. continu1nl to accumul.t•••••t. in tru.t to p.y future post-r.tir.m.nt

medical b.n.fit.. 'n\.refor. the incr•••• in TELCO's l.bor co.ts due to SFAS 106

will b. 1••• th.n it would b. h.d no pr.-fundinl tak.n pl.c.. By makinl the
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conserv.tiv••••u.peion th.t no simil.r .ccumul.tion of ••••es is t.king pl.c.

in the GNP, w. c.lcul.t. an adjuscm.nt .qual to the incr•••• in TELCO's labor

cost if no pr.-funding was e.king pl.c. divid.d by eh. incr•••• in TELCO's l.bor

cost t.king into account boch .ccumul.t.d .SI.tl and ongoing annual pr.-funding

contributions. Specific.lly the adjustment w.s d.termin.d .s:

(1991 TELCO SFAS 106 Co.t ,sluming no prior funding - 1991 projected cl.ims

pa)'1llent) + (1991 TELCO SFAS 106 Cost recogniZing prior funding . 1991

proj.ct.d claims pa)'1ll.nt + additional 1991 funding eo.e.).

Therefor., expressing all &moune. in $millions:

Pre-funding AdJust:ment: - (2.858 .. 4-905.5) + (2,693.1-1,205.8) - 1.313

C.lcul.tion of Non-Cov.r.d Ewplgy••• Ad1u'pI.nt

Thus f.r, w. hav. dev.lop.d a BLI r.tio and a •• t of .djusc.ent. ehae r.l.t. to

those .mp1oy..s who g.n.raee SFAS 106 eo.u. w. INat .eill .djust ehis r.eio eo

reflect th. f.et th.t whil. TELCO .xt.nds it. po.t-r.eir...ne ..dic.l progr...

to its entire workfore., ch.r••r••mploy.r. in the GNP who provide b.nefie. to

only a portion of th.ir workfore••nd many employ.r. who do noe provide any po.e­

retir.ment m.dical b.n.fie••e .11. Finally, w. lNae .llow for public ••ceor

employ.... non. of whOli I.n.r.ee. SFAS 106 co.e.. In f.ce. eh. Non-Cover.d

Employe. Adjulc.ent i. limply eh. p.re.nt.g. of .11 .mploy••• in the GNP who

could b.eom••ligibl. for po.e-r.tir...nt m.dic.l b.n.fie. prolrams .ponsor.d by

th.ir .mploy.rs which .r••ubj.ct to SFAS 106.

As c.n b••••n in App.ndix A. th. US G.ner.l Aeeouneina Offie. p.rfoZ'1led •

det.il.d .urvey in 1990 to d.t.r1Iin. the .xtene of po.e-r.tir...nt _dic.l

cover.g. prOVided by US .mploy.r. in the priv.e•••ctor. Th••eudy concluded

th.t of the 95.8 million priv.t. I.ceor employ... , 38.5 million work for

employ.rs who provide po.e-r.eir...nt ..dic.l b.n.fie•• bue only 30.7 million of

thue 38.5 million employ••• could .eeually b.eoH eligible for b.n.fiu .ff.et.d

by SFAS 106, wieh the remaining 7.8 million b.ing in.ligibl. b.c.use th.y work

for non-cover.d subsidi.rie., work in non-cover.d job cl•••••• or .r. cov.r.d by
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multi-employer plans which are not subject to SFAS 106. Since government

entities are also not .ubject to SFAS 106 (but are part of GNP), we ~t adjust

for all public ,ector employee. who number 18.6 million. Thus we calculate:

Non-Covered Employee. AdJu.em.nr - 30.7 + (95.8 + 18.6) - .2684

Calculation of Per Unit Labor co.t Ad1usement

Adjustment. made thus far have taken account of the fact that e~loyers with the

same Benefit Level Indicator may have different SFAS 106 co.t. per e~loyee.

However, even if SFAS 106 co.ts per e~loyee w.n the .... , labor co.ts p.r

employee may not b. and thus the relative impact of SFAS 106 on p.r unit labor

costs may not be the .....

In fact, the labor co.ts per employe. are sicnificantly hi&her at TELCO than for

other employ.rs in the GNP. This is due, in part, to deaosraphic differenc•• but

is also due to the different mix of .killed and ~knl.d workers at TELCO

compared to the av.rase mix in the GNP. A. shown in App.ndix A, TELCO's total

annual compensation per eaploye. i. $38,533 as coapared to the national averase

of $29,500. nterefan , to reflect the fact that each $1 of' per ellployee SFAS 106

co.t will repre.ent a ...ller portion of total labor co.t. for TELCO than for the

GNP, we calculate.

Per Unlt Labor Cost AdJusement - 38.533 + 29,500 - 1.3062

Calculation of LabAr Co.t Percent"e Ad1u'pllnt

Even after app1yinl the Per Unit Labor co.t Adjuscaent we ~t addre•• the

possibiliey that the percentase of output represented by labor co.t...y differ

beeween TELCO and the GNP. If this i. '0, then ev.n if SFAS 106 had the ....

percentale iapact on the labor co.t. of both TELCO and the GNP. there would be

a difference in it. impact on the total co.ts of each, Unlike the explicit

nature of the calculation of the oth.r Adjustment., the Labor co.t Percentale

Adju.cment hal to be calculated implicitly al explain.d belovo
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For the .cono~ ••• whole output is synonymous with v.lu••dded (which is tot.l

revenue minus the cOlt of purch.l.d inputs) .nd l.bor COlts r.pr.s.nt 64.27\ of

tot.l output. For TELCO output consists of the COlt of goods plus v.lu••dded:

the cost of goodA is 25.7\ of output .nd value add.d i. 74.3\ of output. Labor

costs at TELCO ar. $23,623.7M and represent 38.S\ of value added.

The imp.ct of SFAS 106 on TELCO's costs is both dir.ct .nd indir.ct. The direct

impact is the incre.s. in TELCO's own labor co.t.: the indir.ct imp.ct i. the

effect on the labor costs of TELCO's suppliers which i. p••••d on in the prices

they ch.rg. TELCO for good•.

Before calcul.ting Labor COlt Percent.s. Adjuscm.ne v. c.lcul.e. the

Adju.t.d BLI a.tio - BLI latio x .11 Adjuse.ent.

- .5850 x .5438 x .9287 x 1.313 x .2684 x 1.3062

-~

This Adju.t.d BLI lAtio can b. int.rpr.t.d •• m••ninl th.t for .v.ry p.rc.nt.s.

point by which SFAS 106 incr••••• TELCO'. own l.bor co.t. it will incr.... the

labor COlt. of the av.r••• co~.ny in the GNP by 13.60. of a p.rc.nea•• point.

On the assWiptions that TELCO' I .uppUen .n lik. the .verase co~any in the GNP

and th.t all .dditional co.t. will b. p••••d through co~let.ly into price. (and

into the GNP-PI) .n incr•••• of on. p.rc.nt••• poine in TELCO'. own labor co.t.

will incr•••• TELCO's ov.r.ll COltS:

by It of 38.5' of 74.3\ of output
in re.p.ct of it. own l.bor costs. and
(1 .•. , 11 of the percent of output repre.ented
by T!tCO'. labor co.ts)

by .1360. of 64.27' of 25.7t of output
in r ••p.ct of it. suppli.rl' pric••
(l.e., by .13601 of the percent of output
repre.ented by TELCO's suppller.' labor co.t.)

for • total of

- .2861t of output

• .0225' of outpue

.30". of outpue
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The corres~onding incre.s. in the GNP-PI will b.

.1360t of 64.27t of output • .0.74t of output

Thus the GNP-PI would r.flect only .0874 + .3085 or 28.33' of the additional

costs incurred by TELCO due to SFAS 106. Th. ~bor Cost Percentage Adjuscment

has increased the factor of .1360 to a factor of .2833 thus:

Labor Cose Percent.,. Adjustment - .2833 + .1360 - 2.0831

Ez;.nt to yb1ch Iwpac; of SPAS 106 on All IIRl9!.r. 1p ;h. all Tranlla'.1 into

In Incr.a•• 1n th. GIP·PI

In this section w. d••crib. the r ••ult. obt.in.d fro. a aacro.conoaic aod.l

d.v.lop.d to calculat. the iapact of SFAS 106 on the GNp·PI.

Motivation for the Macro.conowic Mod.1

The macro.conoaic aodel w. ua••llow. ua to calcula'. th. iapact of SFAS 106 on

prices in all s.ctors as w.ll •• the .ff.ct on the ov.rall GNP·PI. w. can g.t

a simple view of how the pric. l.vel 11 .ffected, II w.ll II .n .ppreci.tion of

the need for a m.cro.conoaic mod.1 , by first consid.ring • "b.ck-of - the-.nv.lop.­

calculation of ch. .ff.cts of SFAS 106 on the pric. ltv.l. To make the

interpretation of the c.lcul.tion .s siapl••• po••ibl., suppa•• th.t in the

absence of SFAS 106 the GNP·PI would r.uin conat.nt ov.r t1JH; th.t is. the r.t.

of inflation would b. z.ro. Lat.r v. vill conaider the aor. r ••listic sc.nario

in which th.r. 1s onl01ne 1nfl.t10n 1n the .b••nc. of SFAS 106.

The back-of-th.-.nv.lop. calculation involv•• eva st.ps:

(1) the p.rc.nt'I' incr•••• in the pric. of good. in • liv.n ••ctor equals the

perc.nt'I' incr•••• in the co.t of a unit of l.bor multiplied by the share

of labor cost 1n tot.l cos's in th.t ••ctor; and

(2) the p.rcent'I' incr•••• in the ov.rall pric. index 1s c.lcul.t.d •• the

w.ighe.d aver.s. of the price incr••••• in ••ch s.ctor.
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As an .xampl••uppo•• that the .conomy il divid.d into evo ••ctors. One s.ctor,

accounting for 68' of GNP p.YI no pOlt-r.tir•••nt h••lth b.nefit. and its COlts

per unit of labor ar. not dir.ctly aff.ct.d by SFAS 106. In the s.cond s.ctor,

which account. for 32' of GNP. SFAS 106 directly incr••••• the COlt p.r unit of

labor by 3'. and labor CO.tl .ccount for 64' of tot.l COltS. According to the

back-of-th.-envelop. c.lcul.tion, total co.t. and pric•• will incr•••• by 1.92'

(64' of 3') in the s.cond ••ctor, and the ov.rall pric. ind.x vill incr•••• by

.614' (32' of 1.92') .. Hov.v.r, as v. discuu b.lov, this c.lculation ov.rstau.

the eff.ct on the ov.rall pric. l.v.l

Yhy do•• the b.ck-of-th.-.nv.lop. c.lculation ov.r.t.e. the .iz. of the incr.a••

in the ov.rall pric. l.v.l? Th. introduction of SFAS 106 will incr•••• the co.t

of labor for .mploy.rs who offer po.t-retir.ment h••lth b.n.fits and thb

increase in co.t will lead to a vari.ty of mark.t .dj~taenta. Although the fUll

scop. of market adju.tm.nt. and th.ir int.ractions c.n b. compl.x (a. d.t.il.d

in App.ndix C) v. c.n g.t a simple vi.v of the .ff.ct. by fir.t .xaminins the

eff.cts in the labor mark.t.

B.ca~. SFAS 106 increas•• the l.bor co.t. of .mploy.rs who off.r po.t-retire_nt

h.alth b.n.fit., th••• eaploy.r. vill demand a .mall.r ..aunt of labor at any

giv.n level of the v.S. r.ce. This reduction in the dellaftd for labor will reduce

the wag. r.ce (not including po.t-retire••nt h.alth b.n.fits) f.cinS all

employers. Th. r.duction in the v.S. rat. vill r.duc. l.bor co.t. of .mploy.r.

who do not off.r po.e-r.tir.ment h••lth b.n.fit.. Labor co.e. of .mploy.r. who

do pay po.t-r.tir.ment h••lth b.n.fit. vill incr•••• by 1••• than the dir.ct

impact of SFAS 106 on labor co.t. c.peur.d in the b.ck-of-th.-.nv.lop.

calculation. With c~.eltion forcins pric•• to .t.y in lin. vith co.t., pric••

vill fall in the ••ctor th.t do•• not off.r po.t-r.tir•••nt h.alth b.n.fit. and

prices will rh. by le.. than in the back-of-th.-.nv.lop. calculation for

employ.r. who off.r po.t-r.tir...nt h.alth b.n.fit.. With pric•• rilins in on.

s.ctor and pric•• fallins in the oth.r s.ctor. the ov,rall pric. l,v,l may ch.ns.

by only a small ..aunt.
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Althoush the ov.r.ll pric. l.v.l may chanS. v.ry littl., the r.l.tiv. pric. of

goods in the ewo ••ctor...y ch.ns. sub.t.nti.lly to reflect the ch.n,e in the

relative l.bor co.tI .risin, froll the differ.nd.l impact of SFAS 106 on

employers who off.r po.t-r.tir•••nt h.alth b.n.fits and .mploy.rs who do not

offer these b.n.fits. In addition to effects w. have alr.ady discuss.d, ch.n,••

in labor costs arisinl from SFAS 106 will affeet the mix of capital and labor

used by employers in diff.r.nt s.ctors, and re.ultin, ch.n,•• in the price. of

goods will shift demand away from the s.ctor with an iner••••d price toward the

sector with a dacr••••d pric.. Th••hift in d.aand will c.us•• r.alloc.tion of

resources fro. one ••ctor to the oth.r All of th••• additional adjustm.nt. are

captured by the macroeconomic mod.l which i. us.d to ,.t a quantit.tiv•••••ure

of the imp.ct of SFAS 106 on the prie•• of lood. in ••ch s.ctor a. w.ll •• on the

GNP· PI.

Now let' s consid.r the IIOre r ••li.tic .c.nario in which th.re 11 ol\loina

inflation b.fore the introduction of SFAS 106. av.r the lonl run, the pric.

level is v.ry .tronlly relat.d to the l.vel of the IIOMy supply, and the r.t. of

inflation 11 v.ry .tron,ly related to the ,roveh r.te of the acn.y .upply. "lith

ongoing mon.y Srowth th.r. will b. onloinS inflation, and the question i. how

much SFAS 106 .ff.ct. the pric. lev.l eowp.r.d ;0 th. v.lu. i; yould h.v. r.acb.d

in the abltnc. of SFAS 106. Th. b.dc result. w. pr...nt.d .bov••tUl hold, but

wi th a slight re- int.rpr.t.tion: Yh.n.v.r w•••id th.t • pric. incr•••••• w. now

mean th.t it incre•••• nl.ljiY' ;0 ;h. l.vel 1; WOUld h.Y' .".{ned in the

absence of SFAS 106; wh.n.ver w•••id th.t • pric. or w••• deer•••••. w....n

th.t it deer••••• r.l.;{YJ ;0 ;b. l.v.l it would hayt r ••cb.d in the .b,.ne. of

SEAS 106. Thus, for .Ullpl.. if w. find th.t in the .b••nc. of on,oinl

inflation. SFAS 106 would r.duc. the w.se by 2'. th.n in the pr•••nee of onsoins

inflation of 5' p.r ye.r, the wale would ri•• by 3, over the cour•• of the ye.r.

so that it .nds up 2' b.low the v.lu. it would h.v••tt.ined in the .b.enc. of

SFAS 106 (if the .ff.ct. of SFAS 106 w.re fully r ••liz.d within on. y••r). Thus,

wh.n we report th.t SFAS 106 caus•••0.. pric•••nd w.,e. to f.ll. w•••an only

th.t the•• pric•••nd w.I.' .r. lover than th.y would have b••n without SFAS 106

. - not n.c••••rily th.t w. will ob••rv. actual d.cline. in the.e price. and was••
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b.ew••n on. date and .0.. later dat.. Thi. focus on the .ff.ct of SFAS 106 on

pric.s and wal's r.l.tiv. to valu•• th.y would h.v. r••ch.d i. the corr.ct focu.

for analyzinl the question at hand: Wh.t is the imp.ct of SFAS 106 on the GNp·

PI?

~e have explain.d that SFAS 106 will caus. some pric•• to rise and oth.r pric.s

to fall relative to th.ir valu.s in the .b••nc. of SFAS 106. To g.t a

quantitative m.asur. of this .ff.ct w. us. a math.aatic.l macro.conomic model.

Mod.lin, Str.t.1Y

To study the quantitaUv, impact of SFAS 106 on the GNP-PI w. us. a math.aatical

macro.conomic .adel th.t incorporat.s production costs for various 100ds and

national d.aands for th.s. 100ds. Th. impact of SFAS 106 is model.d as a dlr.ct

increa•• in the cost of labor of 'lIPloy'II who off.r post-r.tirem.nt h.alth

b.n.fits, and the solution of the .adel indicat•• the ulti..t ••ff.ct. on the

price. of various 100ds and on the privau ••ctor pric. index. Th. model 11 b.st

vi.w.d a. a lonl-run .ad.l that fully incorporat.s the .ff.cts of SFAS 106.

B.for. co~tructinl a aacro .adel to .eudy the pric. impaCt of SFAS 106, it is

helpful to list a •• t of desirable crit.ria for a aacro mod.l that can b. us.d

to analyze thb qutltion. First, ch. lIodel should b. a 1N1ti-sector 1I0del

b.caus. SFAS 106 will h.v. diff.r.nt dir.ct impacts on diff.r.nt s.ctors. In

particular, SFAS 106 will dir.ctly incr.... the cost of labor of .mploy.rs who

offer po.t-retinatnt h••lth b.n.fiu (which w. tre.t as ••ctor 2) I but will have

no dir.ct impact on 'lIPloy.rs who do not off.r po.t-r.tir...nt h.alth b.nefit.

(which w. tr.at .. s.ctor 1).

S.cond, the .adal should .xplain how the co.t. of production ar. r.lat.d to the

cost of labor and oth.r inputs. At the .... tt.t, the mod.l .hould aUow for the

possibility that capital ..y b••ubstitut.d for labor wh.n labor b.com•• IIOr•

• xp.nsiv. a. it do•• in the SFAS 106 ••ctor, and the .adel should also .llow for

the pouibility that labor lMy b. sub.titut.d for capital wh.n labor b.co... l ..s

exp.nsiv. as it do•• in the ••ctor that do•• not off.r post-r.tir.m.nt h.alth

ben.fits.

____________.-.26.-__- ~ _



Third, the aodel should provide a specification of the aggregate demand for goods

related to the overall price index as well as the demands for the different goods

produced in the different sectors. Combining the demand structure with the cost

structure will permit calculation of the impact of cost changes in each sector

on quantities, and more importantly. on prices. Then the price index can be

computed.

Fourth, the aodel should be tractable so that numerical solutio~ can be computed

and readily interpreted.

Fifth, the model should be internally consistent and based on sound econoaic

found&tio~.

The criteria listed above for an appropriate model plde our choice of a model.

To that end, we have developed a macroeconoaic IIOdel that draws heavily on the

lIodd pr..ented in an article pubUshed by two proainent macroeconoailes -­

Olivier Blanchard of M.l.T. and Nobuhiro Kiyotaki of the University of Wisco~in

.. in the Sepeeaber 1987 AalriclQ Ecgnoaic Review. This article presenes a

lIulti-sector aaeroeconoaic aodel that explicitly accounts for production and COlt

conditions as well a. allrelate deund. Althoulh ehe 1I0del is econoaically

sophisticated and require••0.. maeheutieal manipulaeion to solve, the balic

structure is quite tractable. Finally, the aodel ha. the advaneage of beina

based on sound econoaic principle. and is internally consistent.

The precise matheutical structure of our adaptation of the Blanchard-Kiyotaki

1I0del is presented in Appendix C. Here we will simply de.cribe the three major

components of the 1I0del:

(1) the deund for goods;

(2) the production functions;

(3) the supply of labor.

_____________-.27.- ~ _



(1) The d.aand for goods. Th. mod.l is a ewo-I.ctor modi 1, which m.ans that

there are cwo typ.. of goods. If the relative pric•• of the goods are held

constant, the demand for goods is proportional to the overall lev.l of aggr.gate

demand which dep.nds on the money supply and the ov.r.ll price lev.l. Changel

in the relative price of the cwo good. shift demand away froll the good with the

increased relative price toward the good with the d.cr••••d rel.tive price. The

degree to which d.mand is .hift.d is lI.alured by the pric••1.lticity of demand,

which is an input to the model.

(2) The production functionl. Each type of good i. produc.d uaing capital and

labor. The amount of output that can b. produced wich .ny given combination of

capital and labor is determin.d by a Cobb-Oougla. production function. The Cobb­

Douglas production function is on. of the mOlt wid.ly ua.d production functions

in economics. Its most import.nt characteristic 11 ch.t for a coarpetitive

company. the sh.r. of labor COlt in tot.l co.t i. constant, r'lardl••• of the

wage rat. or the amount of output produc.d. In applyina ch. IIOdel to the United

States we sp.cify particular Cobb-Ooullas production functions th.t match ch.

share of labor COlt in total COlt in the U.S .•conomy.

(3) The supply of labor. We have alr••dy point.d out th.t the introduction of

SFAS 106 will reduce the demand for labor by firIU off.ring pOlt-retirement

health ben.fitl, and al a consequ.nce, will r.duce the w.g. rate rel.tiv. to the

level that would have prevailed in the .bl.nce of SFAS 106. Th. aaptitude of ch.

effect on the w.g. r.t. d.pends on the r'lpons. of l.bor lupply to the chana' in

bbor d.lland. Th. lIod.l char.ct.riz•• the supply of labor in t.rIU of the

elasticity of l.bor supply with resp.ct to the w.g. rat. which m•••ur.. the

percentage fall in the amount of labor supplied resulting froD a l' f.ll in the

wage rate.
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